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Independent Auditors' Report

The Board of Trustees of the
Employveess’ Rebilromoenl Syzlem
ol the Government of the
Commonweallh of Puerteo Rico:

We have audiled Lhe accompanying statement of plan net azsets of Lhe
Enmploveses’ Retirement Sysboem of Lhe Government of the Commonwealth of
Puerlo Rico {([ermerly Employees’ Betirement Systoem of Lhe Government of
Fuerto Rico and iltg Instrumentalities) {note 1) {the System) as
ol June 30, 2004, and the rolatoed statemenlt of changes in plan net assets
for Lhe year then ended. These financial statemenls are  Lhe
responsibility of the Syslem's management. Our responsibility is to
expresg an opinion on these financial statomenks based on our audit. The
financial statomenbs as of and for the vear ended June 30, 2003 worco
audited by other independent auditors whose reporlk dated September 26,
2003 exprossed an ungualilfied opinion.

We conducted our audit in accordance with auditing standards generally
accepted in the United Stales ol America. Those standards reguire that
we plan and perform the audit to obtain roasonable assurance about

whether the financial statements are free of material misstatomonbt. An
audit includes examining, on a Lesl baslis, evidence supporting the
amountsz and disclosures in the financial stabomoenbs. An audit also

includeos asscasing Lhe accounting principles used and significant
estimates made by managemont, as woell as evaluating the overall financial
shalement pregentation. We beliewve that our audit provides a reazonable
basis for our opinion.

Tn our opinion the [inancial statements referred to above prosenk faircly,
in all material reospocts, Lhoe nel assebts of the System at June 30, 2004,
and Lhe changes in its net assete for the year Lhen ended in conlormity
with accounting principles generally accepted in the United States of
hmerica.



Cur audit was conducted for the purpose ol [orming an opinion on Lho
basic Financial statemonls Laken as a whole. The accompanying
Management's Discussion and Analysis presentod on pagoes 3 through 11 and
supplemental schedules of employers contributions and funding progress
presented. on pages 38 and 40 are supplomontary information reguirod by
the Govermmental Accounting Standards Board, and are nol a roguired part
of the basic financial stabomonbs. We have applied certain limited
procedures, which consisted principally of inguirios of managemont
regarding Lthoe metheds of measurement and presentatien of the
supplementary information. However, woe did nol audit the informabion
contained in the Management's Discussion and Znalysis and supplemental
schedulesz and, therelore, express no opinion on Chom.

Nocomber 17, 2004 | JW{ ; @“ .

Stamp No. 2009158 of Lhe Pucrto
Fico Society of Certified Public
Accountants was affixed to original.
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EMFLOYEES® RETIREMENT SYSTEM OF THE GOVERNMENT
QF THE COMMONWEALTH OQOF PUERTO RICO
Management’s Discussion and Analysis
Juna 30, 2004

Introduction

Within this section of the Employess’ Retirement System of the Covernment
of the Commonweallh of Puerto Rico (Lhe System or ERS) annual financial
statements, the System’s managoment providos a narrabive discussion and
analvszsis of the financial actiwvities for the fiscal wyear ended June 30,
2004 . The financial performance of Lhe Sysztem iz discussed and analyzed
within the context of the accompanying financial statemenbts and
dizclosures following this section.

Overview of the Financilal Statements

Managomoenlt Discussion and Analysis inbroduces  ERS' basice [inancial
statements. The basic financial statements include: 1) statomonts of plan
nel. assels 2) statements ol changes in plan net assets, and 3) notes to
the financial statementsz, FRS alsce includes addibional informalion Lo
supplement the basic financial statements.

Basic Financial Statements

The System’'s financial statements consizst of two baszic financial
glalements. These statements provide information about the overall status
of the System. Thoe System uses full aceorusl accounting.

The Firsl of Lhe basgsic [inancial statementz i2 the Statement of Plan Net
Aezels., This statoment 1ngcludes all of bthoe Sysbom's asscls and
liabilities, with the difference reported as net assets. Overtime,
Tnercases or decreases In nel assels may serve as a useful indicatbter ol
whether the financial position of the System as a wholoe is improving or
deteriorating.

The second of the basic financial statement 1s the Statement of Changes
in Plan Net Assets. This statement reports changes in the System’s assets
during the year. All currenl year rovenues and expengesg are incloded
regardless of when cash is received or paid.

The System 15 a pension trust fund of the Commonwealth of Puerbo Rico,

Pension trust resources are only held in trust to pay retirement benefits
to parbicipants,
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EMPLOYEES* RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERT(O RICO
Management’s Discussion and Analysis
June 30, 2004

Finaneial Highlights

Az of Juns 30, 2004, the System has 52,235 million in Lotal assels
congisking, in summary ol the [ollowing:

51,.26% million in marketakle securities
42 million in allernalive investments

s 4404 million in the investmont in PRTA IHoldings Preferred Stock
s 5369 million in loans to participants

o S8 millicm in real osbabe

L] 48 million in net cash and equivalonts

® 587 million in other net assets

The [ollowing provides a comparison of certain items wikthin Lhe financial
statemenls:

® ERS agsdets exceeded liabilities by £2,141,442,000 (net asscts) for
the fiscal yoar roporbed when compared Co the prior yvear, for which
acpets exceeded liabilities by 51,947,402,000.

° The fair wvalus of ERS investments (excluding Lhe Investment in PRTA
Holdings Preferred Stock and participants’' loans) at June 30, 2004
amounted to %1,310,835,000 compared Lo $1,197,086,000 at June 30,
2003 .

° ERES funding ratio of the actuarial accrued liability at June 30,
2003 ig 17 %.

° Investment in FPRTA Ioldings Proferred Slock alb June 30, 2004
amounted to 5404, 390,000 compared to $362,670,000 at June 30, 2003,

s Participants’ loans amounted to $369,203,000 &L June 30,2004
compared to $281,7Y96,000 at June 30, 2003.

The [inancial statements of the System for the figcal year ended June 20,
2004 prescnl an increase in net assets as compared to the prior fiscal
yvear of approximately %124 million. ‘Thig increase wag mostly the result
of an inerease in the fair value of the investments of 5114 million, plus
an increase in the fair wvalue of Lthe Investment in TPRTA Heoldings
Preferred Stock of 542 million and an increasce of 387 million in Lhe
loans portfolic, offset by a reduction in net cash of 576 million.

=
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EMPLOYEES " RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Analysis
June 30, 2004

DOur investment portfolioc was re-structured during fiscal year 2003, Lo
implement an assoeb allocalion Lhalt would [ullfill the System’'s cash flow
needs as well as sustain an appropriate growth and return. The hew aszel
mix and imvesbmenl management gtructure provided asset growth, cash
income and savings in management foos,

For financial statemonts purposes, Lhe amounl ol securities that as of
June 30, 2004 were invelved in the securities lending bransaclions was
prosonbed wilh the reguired disclosures, according te the current
government accounbting pronouncoements. For Lhe Fiscal year 2004, income
from the custodian securities lending activity amcunted Lo approximalely
578,000,

Budget Highlights

For the fiscal wyear 2004, the Board of Trusitces approved a budget of
534.5 million For the administrative and operational expenses of the
System. The actual oxpenses amounled Lo $29.8 million. For the fiscal
wear 2005 the budget approved amounts te $35.8 million.

Investment in PRTA Holdings Frefeorred Stock

As further explained in Note 6 of the financial statements, on June 24,
1998, the Senate and the House of Representatives issued Jointk Rescolubion
209 to auvthori=zc Lhe zale of 50% pluz one stock of the DPuerte Rico
Telephone Comparny (PRETC) stock to a Jjoink venbure arvanged by GLK
Holdings (Puerto Rico) LLC (now, Verizon Communications) and Popular,
Inc. (the Buyers). Thoe Joinl Resolulion 209 further designated the use
of the product of the Original Bale and ordered that the stock Lhal was
not s=old on Lhe (lozing Date of the First Sale, as defined by the
Resolution, be transforred Lo a subsidiary Lo be created by the
Government Development EBank (GDB), to be held and disposed for Lhe
bonefil of Lhe knployeez' System.

Subgequently, the GDB created a subsidiary, known as PRTA Iloldings, Lo
held the romaining sbock on behall of the Employees’ System. On December
28, 2000, DRETZ Holdings issued and assignod ibs non-cumdlalive, non-
voling preferred stock to the System, entitling the System to receive all
the future benefits agencralbed by Lhe Puerlo Rico Telephone Company
{(1I'ELPRI}) stock retained by the Government. During the fiscal years ended
June 30, 2004 and 2003, Lhe System received $3.4 million and $38 million,
respectively, in dividends from TEIPRT.
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EMPLOYEES ' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTOQ RICO
Managemsnt’=2 Dizcussion and Analysis
June 320, 2004

For financial statements purposcs, ag of June 30 2004, the investment in
ertA Holdings Preferred Stock is presented based on the estimated value
as of December 31, 2003 of the 'TELPRL stock, congidering 'V, 000,000 shares
alk %57.7Y per share for a total value of approximately 5404 million,

Funding Status

The Emplovocs Systom i bhe largest Cund in the Island and it is the one
lacing the most significant challenges. Thisz system, creabed by Ack 447
of May 15, 1951, had the main purpose of attracting and reotaining
persommel in the governmenl labor force.

Since ilg ineception, the Syvatem lacked proper plamnming and the levels of
contributions wore telatively low {(and sLill remain low in comparison to
the level of benefits). Besides, all retiroment systems in place before
1951 wore merged into Lhe System, which then had to absork all their
unfunded liabilities. Afterwards, in 19273, Lhe benelits structure was
cnhanced however, without the appropriate inecrease in the contribubtion
levels. Az morc pooploe doined Lhe govermment labor [orce and then
relired under the new enhanced benefit structure, tho gap bobween Lhe
assebs available Lo pay benefils and the actuarial obhligation started its
steeping course.

In 1990, in an effort to conkain Lhe increase in Lhe unflunded liability,
Lhe benelit structure was modified, hasically to decreasc bhoe benefils
and to postponoe Lhe reliremenl age [rom 55 to age 65 in order to provide
a structure more affordable. Also, tho leovel of conbribulbions was raised
and Lhe Law 447 was amended to provide that any increasc in bonefilks will
reguire actuarial studies and must state the [inancing source.

T'en years albter, the steeping course of the unfunded liability roguiroed
further action. fs oa roesull, Lhe delined benelit plan was totally clozged
to new participants Jjoining the Systom on or after January 1, 2000, To
provide a retirement alternatiwve, the Government oreated a deofined
contribution plan funded only by employees’ conbtributicons. The new plan
ig known as the Retirement Savings Account Program or Sysbom 2000, Under
Systom 2000, Lhe employers’ contributions continue at the same level as
the defined henefit plan, but are boing uged Lo capilalize the defined
benefil plan that was closed. Also under System 2000, the disabilibky
benefits arc to be provided Lhrough a private insurance long Eterm

disability program to theose participants that voluntarily ¢loect Lo enpoll
in such program. Subsequent Lo June 30, 2004, on September 15, 2004, Law
296 was enacted to amend the dispozilions on Law 305 regarding

disbursements and the disability benefits program. After the amendmoenl:,
any participant thal loaves public gservice may regquest that the balance
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EMPLOYEES Y RETIREMENT SYSTEHM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTO RICO
Management’s Discussion and Rnalysis
Juna 30, 2004

in his/her savings accournt be transferrcd bto a qualified relbicement
vehicle such ‘as an  individual retirement account or a gualified
retirement plan in Puerto Rico. T§aw 296 also provides flexibilily on Lhe
pabablishment of the disability program; but still, the employvess must
finance the program.

Prosontly, the Employees’ System consists of three different benefit
structures, which are administraboed according Lo Lthelr specificalions in
Lhe Law. For all participants in the defined benefit plan, the level
of contributions csbablished by law iz 8.275% of the employee salary.
Under System 2000, emplovees’ contributions range from 8.275% Lo 10% of
Lhe =alary, as specified by the employves. Under all structures,
employers’ contribulbions are sglated by law at 9.275% of the employes
galary.

In fiscal years 2000 and 2001, Lhe SysLem reached its highest level ol
capitalization, having a 24% and 25%, rospoctively. Particularly in
2000, as the SysLem marks itz investments at market walue, it recognized
the double-digit positive returns on ks investmenl porlfolio Lhal was
direclly related to the market performance during the years 199% and
early 200G. In fiscal year 2001, although already impacted by the markel
downlturn phase that started in late 2000, the System reocognized as part
of 1ts asscts a conbribulion of 5701 million consisting of the investment
owned by the Government in the Puerto Rico Telophono Company. ‘he amount
rocognived was based on the appraisal walue of the PRTC stock at Decembsr
31, 2000 as determined by an indopendonl appraiser. AL June 30, 2001 the
recognition of that contribution offset the significant decroazc in the
Syvastom's Lobtal asszels caused by the market downside.

A a result of the events of September 11, 2001 and afterwards, the
corporaltc corrupbion cases, Lhe market suffered further losses.
Therefors, the System’s investmoent porbfolio markel wvalue decreased
Further as it happened to other retirement plans. In February 2002, an
additional 15% of the pPRIC slock waz sold [or 5172 million and the
product was used to cover the System's cash flow needs for current
pension payments. Meanwhile, the appraised value of the remaining shares
of the PRTC stock droppod from 5529 million ab June 30, 2001 to 5383
million at June 30, 2002 and to £363 million at June 30, 2003,

o
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EMPLOYEES ' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF PUERTQO RICO
Management’s Discussion and Analysis
June 30, 2004

On the other hand, the System’s actuarial obligation continues its
incroasing Lrend as a resull ol the conbinuous increase 1in  the
pensioners’ population and its lengevity and the fact that incoming
pensioners have higher salaries and consequently, they are entitled to
even higher annuities. Since 1990, thore have been no olher increaszos
in the employvers or employees contributions to cope with those factors
and thoerefore, Lhe level of conbribulions remains low in comparizon to
the level of pension benefits.

Markol ovenlbs plus the conlinuous increase in Lhe actbtuarial liability
have affected the System’'s capitalization. DRasod on the last actuarial
valuation at June 30, 2003, the System’'s funding ratic is 17%, the
actparial obligation is $11,191 million, Lotal assels amount to $1,947
million and the unfunded liability is 59,244 million.

Tacing an unstable markel, in 2001 Management Ltdentified Lhe need for a
portfelio restructuring. The System's portfclic moved from a wery
aggressive allocalion (75%) Loward equitiesz Lo a contrelled allocation
of a maximum of 65% in eguities. To enhance the oxpoctod annual roburn,
the strategy concentrated in the allocation of a 28% of the total
portfolio to the participants’ loans program wilh only 7% assigned Lo a
core fixed income stratedy. Those loans actually provide a higher return
and lowoer rizk in compari=zon Lo bonds, moslly because Lhe System has the
ability to rise the interest rates charged, the repayment comes from
payroll deductionz and the locans are guaranteed by participants’
accumulated contributions, With bLthe now assel allocalion, Lhe annual
expected return is %.81%, which adequately sustains the B.5% discount
rale used Lo compuble Lhe actuarial obligabion.

To contain investment management fees, 70% of the domestic eguities was
allocaled Lo an index [und Lhal mirrors the S&F 500. Thisz was done
because that segment of the market is fairly cfficient and il is more
difficult for active managers to add walue. This strategy has provided
savings in inveslmenl managemenlt fees exceeding one million dollars per
yvear. The remaining portion of the domestic oguitics was 20% assignod
to a large cap core actlve manager, 5% to a small cap wvalue manager and
5% ko a small dap growlkh valuac.

The reslrucluring wasz compleled in late calendar year 2002, and by the
first and second guartors of 2003, tho portfolio finally accomplishoed
encouraging returns. For the semester ended June 30, 2003, the
accumulalbed robturn was B.84% and for fizcal year 2004, Lhe relurn was
16.64%. The new asset allocation is the one that fulfills the System's
nesds and gince LL L8 more adeguabtely balanced, it provides protecticn
in caze of another market downturn.
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EMPLOYEES' RETIREMENT SYSTEM OF THE GOVERNMENT
OF THE COMMONWEALTH OF BUERTO RICO
Managemant ‘=2 Discusslon and Analysis
June 30, 2004

The Syslem’s Funding ratio is Management's major concorn. The Systom
faces the reality that bencfits wore enhanced [or many yvears without the
propor Funding. Moreover, the System's funding is an important clemenl
in our credit analysis for government's bond issues. In fact, the
unfunded liability is indeed, a long-term obligation of Lhe govermment
that needs to bo baken inbo congideration by the credit rating agencies.

The bottom lino 1s thal bhe capital markets by themselves, cannct sclve

pur funding problem -alone, Somchow capilal conbributions must be
increased and/or the liability must be reduced. Managomenk has come up
with recommondations bto improve the System’s financial health. 2mong

Lhose stands out the following:
o Increase in omployoes' and employers' contributions;

° Tesuance of Pension Obligation Bonds with debt service being
provided by the General Fund.

Government has already contomplaled and evaluated favorably the issuance
of $2,000 million in Pension Obligation Bonds and providing an increase
in level of conbribul.ions Lo 10% f[or both the employers and the
enployees. If implamented, those two stops will improve the System's
capitalizalion and will provide additional cash flow for the upcoming
YVEATS.

Increase in Feconomic Benefits for Retirees Established in Summer 2003

Tn summer 2003, the Government of Puerto Rico granted now bonefils Lo Lhe
System’'s retirces ko help Lhem cope with the increase in the cost of
living, which consisted of;

° Summer Bonus of 5100 payable annmually every July, starting July
2003 ;

o Medicine Bonus of 5100 payable annually every July, starting July
2003 ;

L Increase in the Christmas Bonus from 5300 Lo 5400 annually every

Nocomber, slarvbing December 2003

L] Increage in the minimum monthly pension bencofib from 5200 Lo 5300,
aeffecbive January 1, 2004;
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